Pledge (and Hedge) Allegiance to the Company

ExEcutivE PlEdging and HEdging
A significant portion of executive compensation is paid in the form of equity.
1 Companies include equity in a compensation package to align the interests of management with those of shareholders. If the executive performs well, both shareholders and the executive will profit; if the executive performs poorly, s/he will suffer financially along with shareholders. In this way, equity compensation is expected to encourage a focus on long-term value creation.
It is common for an executive who has been employed at a company for many years to accumulate a substantial dollar ownership position in the company. For example, the median level of equity ownership for CEOs in the 100 largest firms is about $48 million. The median level of equity ownership across the 4,000 largest companies is $580,000. Sizeable ownership positions tend to comprise a considerable percentage of an executive's total personal wealth.
Large equity ownership positions can produce desirable incentives because they constitute "skin in the game." At the same time, holding an undiversified portfolio of wealth may encourage an executive to become excessively risk averse. In this case, the CEO might pass up promising (but risky) investments in order to select safer investments with lower potential payoff. This is detrimental to diversified shareholders that expect a balance of risk and reward.
With concentration of wealth in a single financial asset, an executive may want to limit his or her exposure. It is also conceivable that the board may also encourage diversification if they believe that concentrated exposure can lead to excessive risk By david f. larcker and Brian tayan october 11, 2010 aversion. There are at least three ways to do so: the executive can 1) sell shares outright, 2) hedge a portion of the ownership position through financial instruments (such as a prepaid variable forward or zero-cost collar), or 3) pledge a portion of the ownership position as collateral for a loan which is used to purchase other assets (see Exhibit 1).
All of these actions allow executives to diversify or consume a portion of their holdings.
3 However, for many reasons, the executive may prefer to hedge or pledge equity, rather than pursue an outright sale. First, hedging and pledging can be more tax efficient because they allow for the deferral of gains into future years (i.e., taxes on gains are due upon sale of shares, but there are no taxes when a hedge or pledge is executed). Second, if executives believe their company stock is undervalued, pledging shares in return for a low-cost loan will allow them to achieve diversification without disposing of the asset at depressed prices. 4 Third, hedging may allow executives to escape public scrutiny. While the media tends to report significant sales by insiders, it is less likely to report a hedging transaction that achieves the same economic result (these transactions can be difficult to discern from public Form 4 filings).
At the same time, there are potential downsides to allowing executives to hedge. First, hedging unwinds the incentives imposed on management by the board. Hedging converts performance-based compensation into less risky (perhaps riskless) compensation. If the board had originally intended this arrangement, it would have awarded cash instead of equity incentives in the first place. Second, hedging is inefficient for the company. Management often demands a premium for receiving equity Pledge (and Hedge) allegiance to tHe comPany compensation in lieu of cash, but through hedging the executive is still able to convert the value of that premium into cash. This causes the company to overpay relative to its opportunity cost. 5 Third, academic research has shown that executives who hedge tend to do so before a material decline in the company stock (and generally following a period of strong outperformance).
6 As such, executives may rely on information advantages relative to shareholders to time the placement of hedges. Finally, the board may wish to limit hedging by executives because it is extremely difficult to explain to shareholders why such actions are permitted. Hedging fundamentally requires an executive to take a short position on their own stock, which seems counter to shareholder interests.
According to our recent survey, about 25 percent of firms allow either pledging or hedging by executives. 9 Of the firms that allow pledging or hedging, 79 percent allow executives to pledge their shares, but only 29 percent allow hedging. From roughly 2006 to 2009, there were 982 directors or officers that reported a pledge in the beneficial ownership section of the proxy statement. The size of these transactions is also quite large: the average pledge transaction involved 44 percent of their total holdings.
Bettis, Bizjak, and Kalpathy (2010) examine hedging transactions reported by 1,181 executives at 911 firms between 1996 and 2006. The typical executive hedges about 20 to 30 percent of their ownership (far in excess of the typical insider sale). They find that executives tend to place hedges after the company share price has made significant run ups relative to the market. They also find that zero-cost collar and prepaid variable forward hedges tend to precede significant declines in the company share price, which may signal that executives are acting on inside information.
corPoratE PoliciEs on ExEcutivE HEdging
Many companies explicitly limit hedging practices through their Insider Trading Policies (ITP). Disclosure is not uniform across companies, however, and in some cases it is not clear whether the board does or does not allow the practice (some companies make no mention of hedging in the ITP and others do not disclose the ITP to the public -see Exhibit 3 for examples of companies that do make this disclosure).
11
WHy tHis MattErs 1. The recent Dodd Frank Financial Reform Act will require firms to publicly disclose whether they allow executives to hedge. Can boards currently explain why they allow such practices, or the conditions under which they are appropriate? Are boards prepared to forbid hedging if they determine that it is counter to the interests of shareholders? 2. Current practices suggest that many boards do not seem to factor hedging and pledging into their compensation plans. If executives are engaging in these transactions for diversification, why do boards continue to grant new equity each year and not replace that portion of the compensation package with cash? 3. Survey data suggests that only 50 percent or so of pledging and hedging transactions require approval by the general counsel. Given the controversial nature of these transactions, should general counsel approval always be required for pledging and hedging transactions? 4. Survey data also suggests that only about 30 percent of companies currently publicly disclose their insider trading policy. Why are these policies considered proprietary by the board?  5 Assume that a CEO requires compensation of $1 million. The board can offer either cash or equity. However, because equity has uncertain value, the executive will require a premium relative to cash (say, $1.2 million in expected value of stock options versus $1 million riskless cash). While the CEO may be indifferent between these two forms of payment, if s/he immediately hedges the options, the $1.2 million in risky compensation will be converted to $1.2 million in riskless cash (less transaction costs). In this case, the board overpaid because it could have satisfied the CEO with $1 million in cash rather than the $1.2 million in equity it gave up. 6 Jagolinzer, Alan D., Matsunaga, Steven R., and Yeung, P. Eric. Pledge (and Hedge) allegiance to tHe comPany
ExHibit 1 -Equity oWnErsHiP: MEtHods of divErsification
TyPes of HedGes And PLedGes oTHer TrAdInG MeTHods
Pledged shares: shares that are used as collateral for a loan. title to the shares remains with the executive, but these shares may be subject to sale if necessary to settle the loan to which they are attached as collateral.
Prepaid variable forward (Pvf): contract that allows the original owner to obtain immediate cash in exchange for a commitment to surrender shares or cash value at a predetermined future date. the actual number of shares to be sold depends on the future market price of the stock, subject to maximum and minimum thresholds.
Zero-cost collar: series of trades involving the simultaneous purchase of a put option and sale of a call option with a lower strike price. the proceeds from the sale of the call are used to purchase the put.
Exchange traded funds: allows an investor to exchange his or her large holding of a single stock for units in a pooled (diversified) portfolio.
Equity swap: an agreement between two parties to exchange cash flows associated with the performance of their specific holdings. the arrangement allows each party to diversify its income while still holding the original assets.
10b51 Plans: trading plan under which executives enter a binding contract that instructs a thirdparty broker to execute purchase or sale transactions on behalf of an insider. the plans are named after sec rule 10b5-1 which provides safe haven to executives that follow certain rules when trading company stock.
ExHibit 2 -ExaMPlEs of favorablE HEdgEs
swITCH & dATA (2008) source: center for research in securities Prices (University of chicago). ceo enters zero-cost collar agreement on 60,000 shares, 7 percent of his holdings.
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ExHibit 3 -ExaMPlEs of insidEr trading PoliciEs tHat rEstrict or ProHibit HEdging
CrIMson exPLorATIon neTfLIx Hedging transactions. You may not engage in certain hedging transactions with respect to company securities. certain forms of hedging transactions, such as zero-cost collars and forward sale contracts, allow a stockholder to lock in the value of his or her stock holdings, often in exchange for all or a portion of any future appreciation in the stock. the stockholder is then no longer exposed to the full risks of stock ownership and may no longer have the same objectives as the company's other stockholders. therefore, such hedging transactions are prohibited under this policy.
Margin accounts and Pledges. You may not hold company securities in a margin account, and you may not, without prior approval, pledge company securities as collateral for any other loan. Because a broker is permitted to sell securities in a margin account if the customer fails to meet a margin call, the securities can be sold at a time when the customer is aware of material nonpublic information about the company. also, a foreclosure sale under any other loan could also occur at a time when the borrower has nonpublic information about us. therefore, you may not hold company securities in a margin account or pledge company securities as collateral for a loan. an exception to this prohibition may be grated in the case of a non-margin loan where you are able to clearly demonstrate the financial ability to repay the loan without resorting to the pledged securities. a request for any such exception must be made to the compliance officer at least 10 days in advance of entering into the pledge agreement.
a short sale is a sale of securities not owned by the seller or, if owned, not delivered. transactions in put and call options for the company's securities may in some instances constitute a short sale or may otherwise result in liability for short swing profits. all executive officers and directors of the company and such other identified persons must confer with the insider trading compliance officer before effecting any such transaction. the company strongly discourages all such short-swing and short sale transactions by executive officers, directors and all employees.
While employees who are not executive officers and directors are not prohibited by law from engaging in short sales of the company's securities, the company believes it is inappropriate for employees to engage in such transactions and therefore strongly discourages all employees from such activity. the company has provided, or will provide, separate memoranda and other appropriate materials to its executive officers and directors and those identified employees regarding compliance with section 16 and its related rules. 
